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FEATURE
ARTICLES
Payday Loans: Big Interest Rates and Little
Regulation
by Daniel A. Edelman

I. INTRODUCTION
"Payday loans" are short term,
very high interest rate loans. The loans
are typically two weeks in duration
and carry annual percentage rates
("APRs") ranging from 200% to more
than 2000%. At the end of the twoweek term, the customer has the option
of continuing the loan for an additional
period by paying the interest. The
loans are typically "rolled over" on
multiple occasions. According to
industry analysts, the average
customer obtains eleven loans per
year.' However, many consumers
greatly exceed the average. Another
similar loan, a "title loan," is made on
the security of automobile titles,
generally for one-month terms.
Payday loans are generally made
to consumers facing financial
emergencies. The "payday lender"
does not run credit checks and this
feature makes these loans attractive to
those who have, or think they have,
bad credit. Typically the loans are
made to anyone who brings in a photo
ID, a bank account statement, and a
pay stub.4 Once a consumer obtains a
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Daniel A. Edelman is a partner in

the Chicago law firm of Edelman&
Combs, which represents consumers
in class and individual actions.
Specifically, Edelman & Combs has
representedseveral borrowers in a
number of cases againstpayday loan
and title loan companies.
payday loan, he or she will often be
unable to pay it off, except from the
proceeds of additional payday loans.
"Instead of using a loan once in an
emergency, borrowers tend to get on a
treadmill of repeated loans they can't
get off ....It's almost a pattern ....It

really is people who are desperate for
money."5 Frequently, the payday loan
store is the last stop prior to
bankruptcy court.6

Additionally, the number of
payday loan establishments is
increasing exponentially. There were
no payday loan establishments in
Illinois until 1997; now there are
several hundred. 7 There are at least
2,000 establishments in the United
States that do nothing but make
payday loans; many of the 6,000 checkcashing outlets also offer such loans.8
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Many of the payday loan
establishments are part of national
chains. For example, Check Into Cash
opened its first office in 1993 and now
has 320 outlets, with $21.4 million in
revenue during 1997 and as much
again during the first six months of
1998; it is planning to go public.9
Another payday lender, Advance
America Cash Centers, has nearly 500
outlets. 10 Ace Cash Express, a chain with
over 800 outlets, collected $10.1 million
in payday loan fees during fiscal 1998.11
One owner of a payday loan
establishment attributed the sudden
growth of cash advances to a cashstrapped, lower middle class. More
and more people earning $25,000 to
$30,000 with two or three children, a
car payment and insurance payment,
12
are living from payday to payday.
One informal survey indicated that the
average customer is a white female
earning between $14,500 and $20,000
per year, 28 years old, and employed in
the service or healthcare industry. 3 The
second largest group of borrowers is
14
African American.
Typical payday loan and title loan
rates in the Chicago area range from
101% to 912% depending on the lender;
however, rates as high as 1875% are not
unheard of;15 and an Indiana lender
was charging 2,400%.16 The wide
disparity among rates strongly
suggests that there is little or no rate
competition between payday lenders,
and that the high rates are not costjustified.
Generally, companies that make
payday loans do not advertise the
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annual percentage rates. Instead, they
advertise that the loan cost a specific
dollar amount. The consumer does not
see the annual percentage rate until he
or she is presented with the check. 7 As
this article will explain, such behavior
violates the credit advertising
provision of the Truth in Lending Act.

II. LEGAL CHALLENGES TO
PAYDAY LOANS AND TITLE
LOANS
A. Usury
In those states that still retain
usury limits, payday and title lenders
have been attempting to evade the law
by claiming that they are engaging in
"deferred deposit" transactions, not
making loans. Such efforts have been
successfully challenged.18 In the
absence of a specific exemption, the
charges for a payday loan or title loan
constitute interest for usury purposes.1 9
In Hamilton v. York, the district court
reviewed the substance of the
transactions, rather than the form and
ruled that "the transactions were
nothing more than interest bearing
loans."2 ° Specifically, the store was not
cashing the plaintiff's check, "but
rather, it was giving them short-term
loans that could be deferred for an
additional 10% per week."21
According to a November 1998
survey by the Consumer Federation of
America, eighteen states or territories
set their small-loan rate low enough to
make the payday loan business

Loyola Consumer Law Review

*

175

unprofitable. 22 Nineteen states and the
District of Columbia allow the practice
but regulate the terms of the loans.2 3
Thirteen states, including Illinois, have
no limits on interest or terms of payday
loans.

24

B. Unconscionability
An unconscionable bargain is "one
which no man in his senses, not under
delusion, would make, one the one
hand, and which no fair and honest
man would accept on the other. ' 25 "a
contract may be treated as
unconscionable when it is improvident,
oppressive, or totally onesided."26
Illinois courts "will relieve against
hand and unconscionable contracts
which have been procured by taking
advantage of the condition,
circumstances or necessity of the other
parties. 27
Other courts outside Illinois have
stated that a contract is unconscionable
where "the terms are so extreme as to
appear unconscionable according to
the mores and business practices of the
time and place, ' 28 or where the terms
are "overly harsh." 29 Courts fined
unconscionalbility in circumstances
where one party has taken advantage
of another's condition, circumstances,
or necessity to obtain a grossly
excessive priceY° Illinois, however,
does not require that a transaction be
both procedurally and substantively
unconscionable. For example, one
appellate court in Illinois noted that,
"[u]nconscionablity can be either
procedural or substantive or a
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combination of both.'
Courts have found extraordinary
interest rates to be unconscionable. In
Carboni v. Arrospide, a 200% interest rate
for a secured loan was held to be
unconscionable.32 Other courts have
also sustained complaints alleging that
similar annual percentage rates were
unconscionable.33
Other specific features of payday
loans and title loans that lead to the
conclusion that they are unconscionable
include: (1) the percentage of
borrowers who default, which may be
as high as 20-25%, 34 and the inability of
the consumer to benefit from a
transaction; 35 (2) an extremely high
return on investment; 36 and, (3) failure
to comply with disclosure
requirements and other legal
protections afforded borrowers.37
C. Truth In Lending
Although the payday loan
industry often attempts to characterize
its transactions as something other
than loans, any payday loan is a
consumer credit transaction subject to
the Truth in Lending Act and
Regulation Z. 38 Violations of Truth in
Lending requirements that have been
alleged in connection with payday
loans include:
1) complete failure to provide any
39
disclosures;
2) exclusion from the finance
charge of fees and charges which
may not be excluded; 4
3) failure to make the finance
charge and annual percentage rate
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more conspicuous;
4) failure to properly identify
42
collateral;
5) requiring the borrower to post
cash with (or give part of the loan
proceeds back to) the lender as
"cash collateral," thereby reducing
43
the effective amount borrowed;
6) in states with limitations on the
amount of a payday loan, splitting a
transaction into two loans.'
In addition, many payday lenders
violate the credit advertising
provisions of Truth in Lending, which
are not privately actionable. The
lenders advertise that a loan of a
particular dollar amount includes a
certain per week charge, without
stating the annual percentage rate. 5
This violates 15 U.S.C. § 1664." The city
of Chicago has filed an administrative
complaint against one payday lender
alleging such violations.47
D. Illegal Collection Practices
Illegal collection practices are
often used to enforce payday loans.
These include threatening criminal
prosecution or civil penalties under
bad check statutes.i Such threats exist
in Illinois, even though the Illinois bad
check statutes do not apply to a check
issues in connection with a payday
loan.49 Another illegal collection
practices involve unlawful wage
assignments. Such wage assignments
are not disclosed in the Truth in
Lending statement. ° Others do not
provide that they are revocable at the
will of the borrower, as required by the
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FTC Credit Practices regulation. 1
Specifically, some of the forms used
violate the Illinois Wage Assignment
Act.

52

Likewise, threatening to refer debts to
outside attorneys when no outside
attorney is involved is yet another
illegal collection practice.53
PROPOSED STATUTE
REGULATING PAYDAY LOANS
"AN ACT to create the Short Term
Loan Act"
Section 1. Short Title.
This Act may be known as the Short
Term Loan Act.
Section 5. Definitions.
As used in this Act, unless the context
requires otherwise:
"Amount financed" means the amount
financed calculated in accordance with
the Truth in Lending Act, 15 U.S.C. §
1601 et seq., and Federal Reserve Board
Regulation Z, 12 C.F.R. part 226, as
from time to time amended.
"Annual percentage rate" means the
annual percentage rate calculated in
accordance with the Truth in Lending
Act, 15 U.S.C. § 1601 et seq., and
Federal Reserve Board Regulation Z, 12
C.F.R. part 226, as from time to time
amended.
"Check" means any personal check,
Loyola Consumer Law Review e 177

draft, money order, personal money
order, traveler's check, other demand
instrument for the transmission or
payment of money.
"Consumer credit" has the same
meaning as under the Truth in Lending
Act, 15 U.S.C. § 1601 et seq., and
Federal Reserve Board Regulation Z, 12
C.F.R. part 226, as from time to time
amended.
"Department" means the department
of Financial Institutions.
"Director" means the Director of
Financial Institutions.
"Finance charge" means the finance
charge calculated in accordance with
the Truth in Lending Act, 15 U.S.C. §
1601 et seq., and Federal Reserve Board
Regulation Z, 12 C.F.R. part 226, as
from time to time amended.
"Maker" means any person who writes
a check and upon whose personal
account the check is drawn.
"Licensee" means a person duly
licensed by the Department to engage
in the short term loan business
pursuant to the provisions of this Act.
"Payor financial institution" means a
financial institution upon which a
check used in a short term land
transaction is drawn.
"Renewal" means the termination of
an existing short term loan agreement
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solely by the payment of fees then due
the licensee and the substitution of a
new check drawn by the maker
pursuant to a new short term loan
agreement.
"Service fee" or "fee" means the fee
authorized in Section 35 for the
deferral of the presentment of a check
pursuant to this Act.
"Short term loan transaction" means a
consumer credit transaction made for a
period of time not exceeding 31 days,
and includes any transaction whereby
a personal check is cashed by a person
licensed under this Act and, by mutual
agreement between the licensee and
the maker of the check, its presentment
or negotiation is deferred.
Section 10. Authority to transact
business.
Except as provided in section 15, no
person shall engage in the business of
making short term loan transactions
for a fee or other consideration without
having first obtained a license from the
Department. However, any person
authorized (under current licensing
provisions for small lenders in Illinois)
may engage in the business of
accepting short term loan transactions
until the Department has acted upon
his or her application for a license
under this Act, provided the
application is filed within 60 days of
the effective date of this Act.
Section 15. Application.
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This Act does not apply to a person
principally engaged in the bona fide
retail sale of goods or services who
does not hold himself or herself out as
being in the short term loan business
who, either as an incident to or
independently of a retail sale or
service, from time to time cashes
checks, drafts or money orders without
a fee or other consideration.
Section 20. License.
An application for a license pursuant
to this Act shall be made in compliance
with and governed in all respects by
the provisions of this Act.
Notwithstanding any other law to the
contrary, the business of short term
loan services conducted in accordance
with this Act shall not be subject to or
controlled by any other statute
governing the imposition of interest,
fees, or loan charges.
Section 25. Records, annual reports.

business where short term loan
agreements are made if the
Department is given free access to the
records wherever they are located. The
record pertaining to any short term
loan transaction need not be preserved
for more than 3 years after making the
final entry relating to the transaction.
(b) On or before April 15 of each year, a
licensee shall file with the Department
a composite annual report in the form
prescribed by the Department relating
to all snort term loan transactions
entered into by him or her. The
Department shall consult with
comparable officials in another state for
the purposes of making the kinds of
information required in annual reports
uniform among the states. Information
contained in annual reports shall be
confidential and my only be published
in composite form.
(c) On or before July I of each year, the
Department shall publish the average
return on equity of all licensees under
this Act.

(a) A licensee shall maintain records in
conformity with generally accepted
Section 30. Examinations and
accounting principles and practices in a Investigations
manner that will enable the
Department to determine (i) determine (a) The Department shall examine
whether the licensee id complying with periodically, at intervals it deems
the provisions of this Act; and (ii)
appropriate, the business and records
report on the licensee's return on an
of every licensee. For these purposes,
annual basis. The record keeping
the Department shall have free and
system of a licensee shall be sufficient
reasonable access to the offices, place if
if he or she make the required
business, and records of the licensee.
information reasonably available. The
records need not be kept in the place of (b) a licensee, at his or her option, shall
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make them available to the
Department at a convenient location
within this State, or pay the reasonable
and necessary expenses for the
representative designated by the
Department, which may include
comparable officials of the State in
which the records are located, to
inspect them on its behalf.
(c) for the purposes of this Section, the
Department may administer oaths or
affirmations and, upon its own motion
or upon the request of any party, may
subpoena witnesses, compel their
attendance, adduce evidence, and
require the production of any matter
that is relevant to the investigation,
including the existence, description,
nature, custody, condition, and location
of any books, documents, or other
tangible things and the identity and
location of persons having knowledge
of relevant facts or any other matter
reasonably calculated to lead to the
discovery of admissible evidence.
(d) upon failure without lawful excuse
to obey a subpoena or to give
testimony and upon reasonable notice
to all persons affected thereby, the
Department may apply to a civil court
for an order compelling compliance.
Section 35. Authorized fees and
procedures
A licensee may engage in short term
loan transactions, subject to the
following:
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1. No person not previously
licensed by the Department to make
loans shall engage in short term loan
transactions without first obtaining a
license under the provisions of this Act.
2. A licensee may charge one $5
origination fee for a short term loan
transaction. No additional origination
fee may be charged for renewals of the
short term loan transaction.
3. In addition to the origination
fee, a licensee may charge finance
charges on the amount finance of the
short term loan transaction at an
annual percentage rate not to
exceed 40% over the prime rate on the
first business day of the month prior to
the month in which the short term loan
transaction is made, as reported by the
Federal Reserve Board.
4. No short term loan
agreement shall be for a period of time
in excess of thirty-one (31) days.
5. Makers who write a check
for a short term loan transaction on an
account that was closed on the date of
the transaction are subject to all civil
and criminal penalties available at law.
If a check is returned to the licensee
from a payor financial institution due
to insufficient funds, closed account, or
stop payment order, the licensee may
pursueall legally available civil means
to collect the check and charges
imposed on the licensee by the payor
financial institution. Except as
otherwise provided in this Act, an
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individual who issues a personal check
to a licensee under a short term loan
agreement is not subject to criminal or
civil penalties.

taken for a short term loan may not
exceed $500, exclusive of the fees and
other finance charges allowed under
this Act.

6. No licensee shall threaten or
state that it has remedies that it does
not have.

12. The Department shall
maintain a computerized central
registry of customers. Any licensee
engaging in a short term loan
transaction shall report it to the
registry within one hour. No licensee
may engage in a short term loan
transaction with anyone who
currently has a short term loan
transaction with another licensee.

7. Proceeds to the maker in a
short term loan transaction may be
made in the form of a licensee's
business check, money order, or cash;
provided, however, that no
additional fee may be charged by a
licensee for chasing the licensee's
check.
8. No licensee may renew any
short term loan transaction more than
two consecutive times, after which the
short term loan check must be paid off
in cash or its equivalent by the maker
or deposited by the licensee.
9. The maker of the check shall
have the right to redeem the check
from the licensee at any time prior to
the negotiation or presentment of the
check, and to receive a credit for
unearned finance charges, computed
according to the actuarial method.
10. After a transaction ha been
renewed twice, the licensee may not
engage in another short term loan
transaction with the same customer of
a member of the customer's household
for ninety (90) days.
11. The face amount of a check
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13. Each short term loan
transaction must be documented by a
written agreement. The written
agreement must contain the name or
trade name of the licensee, the
transaction date, the amount of the
check, and a statement of the total
amount of fees charged, expressed as
both a dollar amount as its effective
annual percentage rate. The
written agreement must authorize the
licensee to defer presentment or
negotiation of the check until a specific
date, not later than thirty-one (31) days
from the date the check is accepted by
the licensee.
14. If a short term loan
transaction is not paid when due, the
licensee: (a) may recover actual costs of
collection, including attorney's fees; (b)
may not recover any late charge; (c)
may not continue to impose finance
charges for any period after the due
dateof the short term loan transaction
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of renewal thereof.
15. No wage assignment or
other security may be taken. No
licensee may require a deposit of cash
or withhold any portion of the amount
financed of the proceeds of the
transaction.
16. All media and point of sale
advertising of a licensee must state the
annual percentage rate or range of
annual percentage rates charged with
the same prominence as the licensee's
name and address.
17. A licensee under this Act
shall charge only those fees specifically
authorized in this Section.
Section 40. Conduct of Business Other
Than Making Loans.
A licensee may not carry on other
business at a location where he or she
engages in short term loan transaction.
Section 45. Violations; Suspensions or
Revocations of Licenses.
(a) The Director may, upon ten (10)
days notice to the licensee by the
United States mail directed to the
licensee at the address set forth in the
license, stating the contemplated action
and in general the grounds therefore,
and upon reasonable opportunity to be
heard prior to such action, fine
suspend or revoke any license issued
hereunder if he or she finds that:
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1. the licensee has failed to pay
the annual license fee or to comply
with any order, decision, or finding of
the Director made pursuant to this Act;
2. the licensee has violated any
provision of this Act or any regulation
or decision made by the Director under
this Act;
3. any fact or condition exists
which, if it had existed at the time of
the original application for such
license, would have warranted the
Director in refusing the issuance of
the license;
4. the licensee has not operated
the short term loan business at the
location licensed for a period of sixty
(60) consecutive days, unless the
licensee was prevented from operating
during such period by reason of events
or acts beyond the licensee's control.
(b) Prior to suspension or revocation of
a license issued under this Act, the
Director may fine the licensee up to a
maximum of $100 per day.
(c) The Director may fine, suspend or
revoke only the particular licenses for
particular places of business or
locations with respect to which
grounds for revocation may occur or
exist; except that if he or she finds that
such grounds for revocation are of
general application to all places of
business or locations, or that such
grounds for fines, suspension, or
revocation have occurred or exist with
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respect to a substantial number of
places of business or locations, he or
she may fine, suspend, or revoke all of
the licenses issued to the licensee.

review of any such order, finding, or
decision may be had in the same
manner as provided in Section 22.01 of
the Currency Exchange Act.

(d) A licensee may surrender any
license by delivering to the Director
written notice that he or she thereby
surrenders such license, but such
surrender shall not affect such
licensee's civil or criminal liability for
act committed prior to such surrender
or entitle such licensee to a return of
any part of the annual license fee or
fees.

Section 50. Enforcement

(e) Every license issued under this Act
shall remain in force until expires, or is
surrendered, suspended, or revoked in
accordance with this Act, but the
Director may on his or her own motion
issue a new license to a licensee whose
license was revoked if no fact or
condition then exists that clearly would
ave warranted the Director in refusing
originally the issuance of the license
under this Act.
(f) No license shall be revoked until the
licensee has had a notice of a hearing
thereon and an opportunity to be
heard. When any license is so revoked,
the Director shall within twenty (20)
days thereafter, prepare and keep on
file in his or her office a written order
or decision of revocation and shall
send by United States mail a copy
thereof to the licensee at the address set
forth in the license within five (5) days
after the filing in his or her office of
such order, finding, or decision. A
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(a) The remedies provided herein are
cumulative and apply to licensees and
unlicensed persons to whom this Act
applies and who failed to obtain a
license.
(b) Any violation of the Illinois
Consumer Fraud and deceptive
Business Practices Act, 815 ILCS 505/1
et seq., in connection with a short term
loan transaction constitutes a violation
of this Act.
(c) Any violation of this Act constitutes
a violation of the Illinois Consumer
Fraud and Deceptive Business
Practices Act, 815 ILCS 505/1 et seq.
(d) The violation of any provision of
the Act, or regulation thereunder,
except as the result of accidental or
bona fide error of computation,
renders the short term loan transaction
void, and the person shall have no
right to collect, receive or retain any
principle, interest, or other charges
whatsoever with respect to the short
term loan transaction.
(e) Any person found to have violated
this Act shall be liable to the consumer
for actual, consequential, and punitive
damages, plus statutory damages of
$1000 for each violation, plus costs, and
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attorney's fees.
(f) A consumer may sue for injunctive
relief and other appropriate equitable
relief to stop any person from violating
any provisions of this Act.
(g) The remedies provided in this
Section are not intended to be the
exclusive remedies available to a
consumer, not must the consumer
exhaust any administrative remedies
provided under this Act or any other
applicable law.
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